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In ongoing efforts to improve the health of the Argentine economy, on May 3 Economy Minister
Domingo Cavallo and the International Monetary Fund (IMF) announced a new agreement that
would allow the release this quarter of US$1.26 billion in previously frozen loans. The agreement
with the IMF follows Cavallo's announcement of new tax and spending measures. Disbursements
of the US$40 billion loan package approved last December were frozen because poor tax collections
and spending hikes contributed to a first-quarter budget deficit US$1.2 billion above the US$2.1
billion target.
Argentina is unlikely to reach the US$6.5 billion goal set for the year. With few signs that an
economic turnaround is ahead, Argentina is relying on the aid package to help revive its economy
and enable it to make payments on more than US$128 billion in foreign debt.

Cavallo announces new taxes
On April 27, the Argentine government announced new tax and spending measures aimed at
rescuing the economy and stopping the ballooning budget deficit. "The objective is to eliminate the
budget deficit, because Argentina cannot keep increasing its indebtedness," Cavallo said before
heading to Washington for the IMF/World Bank's annual spring meeting. "Argentina's problem
isn't debt, it's lack of growth." He predicted that his tax reforms would bring an additional US$3
billion in revenues this year. He said that, without the new measures, the 2001 budget deficit would
have come in US$4 billion over its US$6.5 billion target.
Among the components of the economic plan:
The value-added tax (impuesto al valor agregado, IVA) will be halved for capital goods to 10.5%
from 21%.
Exemptions on the IVA will be narrowed to commuter transportation, education, and books. Media
publications, cable television, theater, cinema, and long-distance transportation will now be subject
to the 21% tax.
A 15% tax will be added to the once-exempt sale of stocks. * A recently implemented 0.25%
financial-transaction tax will be raised to 0.4%.
A controversial tax exemption for fuel purchased in Patagonia will remain.
Tax payment and collection systems will be revamped to reduce tax evasion.
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A previously announced US$700 million spending cut for 2001 will be raised to US$900 million.
Half the cut will be in social security and the other half in public agencies. "These measures will not
affect the middle class because none of the sectors that will have to pay the value-added tax will be
able to increase their prices," Cavallo said. "Anyone who raises prices will only be able to do so for a
few days and then will have to lower them so as not to get hurt. Consumers will pay the same prices
as before. In no way is this an attack on the middle class or the lower class." Domestic consumption
accounts for about 80% of Argentina's US$280 billion GDP.

Cavallo reaches agreement with IMF
Cavallo announced his revised 2001 budget and growth targets on May 4, unveiling the revamped
loan agreement with the IMF. The minister had met with IMF officials in Washington to draft the
new agreement in principle on the revised quarterly fiscal deficit targets.
Economy Vice Minister Daniel Marx said the agreement's objective is to "create conditions for
sustained growth in production and employment within the context of continued price stability and
an improvement in external accounts." The new growth target for this year is between 2% and 2.5%.
Additionally, the IMF supports Cavallo's plan to re-peg the peso to an average of the dollar and
euro, saying it will "promote greater stability in the peso's real exchange rate."
While in Washington, Cavallo painted an optimistic picture of Argentina's economy. He also
downplayed poor tax figures released May 2 that showed revenues in April were 9.1% lower than
the same month a year ago, worse than earlier projections of a 6% drop. "The Argentine economy
will grow vigorously," Cavallo said in an interview in the Argentine daily newspaper La Nacion.
"I believe by year's end, we will grow much more than 5% comparing the fourth quarter with the
fourth of last year. There is nothing to be alarmed about. April tax revenues are in line with that
forecast."
Cavallo rejected the pessimism of some US economists who say Argentina will be forced to devalue
or even default on its debt. "We cannot devalue and we will not devalue," he said in a speech to
the Council of the Americas. "In Argentina nobody talks about devaluation. It is only abroad that
some people say that Argentina can devalue. We assure Argentines and the world that we will not
go through the crazy currency alchemy that some people are proposing."
Back in Argentina, Cavallo praised the "overwhelming" support in the lower house of Congress
for his plan to place the euro alongside the dollar in the peso's currency-peg system. Cavallo's bill
would peg the peso to a 50-50 average of the euro-dollar spread once the euro reaches parity with
the dollar, which is not expected before the end of the year. The euro is trading around US$0.89
against the dollar. The lower house approved the bill 138 to 16, with 13 abstentions. The bill is now
in the opposition-dominated Senate where it will likely face a tougher fight. "It is a key piece of the
economic program to bring stability to Argentina," said Cavallo.

New bond swap in the works
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On May 5, Argentina reached an agreement in principle with a group of international banks to
swap government bonds to postpone debt payments and aid the economy. The deal was reached
with BBVA-Banco Frances, Banco Galicia, Banco Santander Central Hispano (BSCH), HSBC, J.P.
Morgan, Credit Suisse First Boston, and Salomon Smith Barney. The swap of short-term for longerterm bonds could allow the government to head off a fiscal crisis by postponing for up to 30 years
payments on some bonds due to mature soon. Cavallo has not announced the value of the bonds
being traded, but Foreign Minister Adalberto Rodriguez Giavarini said it would be about US$20
billion and would be traded in June.
In a similar deal in February, the government exchanged US$3.6 million worth of bonds due to
mature soon for US$4.2 million of bonds maturing in 2006-2007. Deputy Economy Minister Marx
said details still need to be worked out before the deal is finalized. "What we have is an agreement
in principle with the banks that will be making offers on our behalf. They now have to work on the
details." The bond swap hit a snag, however, when Standard & Poor's downgraded Argentina's
long-term sovereign credit rating to single-B from B-plus and its short-term sovereign credit rating
to single-C from single-B, citing the government's ongoing fiscal and debt-management pressures.
S&P said it is keeping Argentina on negative CreditWatch, and that another cut may be announced
in the coming weeks.
"The S&P announcement took people by surprise in that they would downgrade them in front
of their attempt to do an exchange," said Paul Masco of Salomon Smith Barney. "The timing was
a surprise, not the downgrade itself." FREPASO returns to government, criticizes Cavallo With
Cavallo in the spotlight, President Fernando de la Rua has been criticized for allowing him too much
power.
On May 4, former vice president Carlos "Chacho" Alvarez called on de la Rua to put Cavallo "in
his place," saying Cavallo was "acting like a prime minister," with his comments about the armstrafficking scandal involving former President Carlos Saul Menem and several members of his
administration (see NotiSur, 2001-04-27).
"I think it would be very healthy if the president distanced himself from these declarations,
otherwise it gives the impression that [Cavallo] is the one who governs," said Alvarez. The former
vice president recently said he was retiring from politics and resigning as head of FREPASO.
On April 30, the Frente Pais Solidario (FREPASO) rejoined the governing Alianza coalition, when
former deputy Juan Pablo Cafiero was sworn in as Social Development Minister. Cafiero replaces
Marcos Makon, also of FREPASO, who along with the other FREPASO officials in the administration
resigned in March to protest severe budget cuts by then economy minister Ricardo Lopez Murphy
(see NotiSur, 2001-03-16).
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